Abstract
Introduction
Global Financial Integrity (GFI) estimates that each year approximately $1 trillion flows out of the developing and emerging economies illegally. This sum exceeds the total amount that these countries receive yearly from Foreign Direct Investments (FDI) and aid. There are three sources of illicit financial outflow: crime, corruption and tax evasion (GFI, 2016) . However, it is estimated that tax evasion is the biggest source of illicit capital outflow (OECD, 2014) . Multinational Corporations (MNCs), as one of the big player in the global economy, are suspected to play a role in those capital outflows. For the multinational, the outflows enable strategic allocation pf taxes as a mean to enhance profits.
Three methods most commonly used for money outflows are transfer mispricing, distorted transfer counties has not been a sporadic attitude. This occurs because it is perceived that taxation can influence the MNCs' behavior in relation to investment, tax avoidance, repatriation of profits and how their affiliates are financed.
Hence the first hypothesis we test is the following:
H1: Illicit Capital Outflow is higher in contexts with higher residential tax level
Empirical evidence suggests that the level of taxation might affect the assets allocation decision. Grubert and Mutti (1991) report that the 10% difference in local level of taxation accounts for the 1% difference in amount of local PPE (real productive assets) owned by American multinationals.
Furthermore, Swenson (1998; cited in Hines 1999) finds evidence that US taxation affects inward FDI undertaken by foreign investors establishing new plants, plant expansions, mergers and acquisition.
High local taxes are negatively correlated with opening of the new plants and plants expansions . Mutti (2003) , in examining the determinants of tax level and its changes across countries, finds that some countries with the initial higher level of taxation as well as small countries are more prone to lower their tax levels over the time. Still, setting the correct level of taxation requires careful investigation of the reasons why tax avoidance occurred on first place. This is because increased taxation and excessive regulatory obligations might drive the businesses out of the market, or push the businesses into a grey zone (Kenyon, 2007) .
Excessive taxation can lead to both tax avoidance and tax evasion. Tax avoidance and tax evasion matter. Both activities create distorted competitiveness between the organizations that pay taxes and those that manage to avoid them, leaving the organizations that pay higher taxes in underprivileged situation of being less competitive (Keynon, 2007) . Tax evasion matters also for the host country as the lower level of the revenue directly affects the level of public services provided to its citizens. A major proportion of MNC's trade is made up of transactions between entities that are part of the same multinational group often located in different tax jurisdictions. This supranational position can be exploited by the MNC by adopting creative ways of accounting to manifest profits in lower taxed places or hide it in the high tax jurisdictions.
There are two major ways how the MNC can shift the profit from high tax to lower tax jurisdictions.
The first includes the loans extending from the parent to affiliates used to finance the subsidiary. The interests generated and paid back to the multinational parent's company decrease the taxable income of the affiliate, and create taxable interests of the parent. In case of financing the affiliates by the equity funding, the profit is not taxed until repatriated back to home country. Empirical evidence shows a tendency to finance affiliates located in high tax jurisdictions by debt and use the equity funds in case of the low tax countries (Bartelsman & Beetsma, 2003; Hines & Rise, 1994) .
The second is transfer pricing. This indicates the practice of arbitrary selecting the price for goods and services traded between controlled or related legal entities within an organization. The invoicing can cover loans, patents, trademarks and expertise or any other commodity that are jointly used. According to the survey carried by UNCTAD in 1995 80% of respondents believe that MNCs engage in the www.scholink.org/ojs/index.php/jepf Journal of Economics and Public Finance Vol. 3, No. 1, 2017 69
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transfer pricing to minimize fiscal burdens (Reuter, 2008; . Transfer pricing can lead to distorted competitiveness between MNC and local firms. For this reason the OECD has introduced a set of guidelines defining the rules for the MNCs in relation to the pricing strategy and a set of guidelines for countries to effectively combat the problem. This implies the notion of 'arms-length' where intracompany transactions should be approached in the same way as transactions between unrelated parties. However, this creates the technical problems of detecting and defining the abnormality. Chan and Chow (1997) indicate that the same transactions which appear similar might indeed be different in terms of the underlying facts relating to the product quality or quantity. Additionally, the distorted prices of intangibles are more difficult to be detected than tangibles goods. Hines and Rise (1994) confirm the difficulties in detecting the abnormality in the prices as in many circumstances there exist no comparable product outside the firm. This is especially the case of intangible goods like the intellectual property, patents, trademarks, expertise or high tech intermediaries traded between the affiliates, or parent-affiliates. Taking this point further it should be considered that the price on invoices might not only be arbitrary set but that the whole invoices could also be completely falsified in order to minimize the taxable interest.
Transfer pricing enable to shift profits from the higher taxed to lower taxed jurisdictions as a result of minimizing the overall tax payment and maximizing its net profit. Transfer mispricing is, however, difficult to measure. Hence, many researchers focus on measuring profit shifting rather than transfer pricing. Bartelsman and Beetsma (2000) argue that different tax levels among the OECD countries might cause shift not only in the profits, using the accounting methods, but also in the real activities. In fact, Azemar (2008) shows how differences in the tax levels affect the allocation of investment abroad as well as how the profits, once generated, are reported back to the country. Also tax heavens are perceived to play a significant role in both tax evasion and tax avoidance (Hines & Rice, 1994) . Hines (1991) highlights that correct policies implemented by countries might reduce the negative impact of low tax offshore locations. For instance, He points out that the Tax Reform of 1986 in USA has substantially reduced the possibilities and incentives to incorporate at those locations.
Institutional Quality and Illicit Capital Outflow
The level of the taxation is not the only factor determining whether corporations engage in tax avoidance. Countries also differ in terms of institutional quality including the quality of regulations, competition, political stability and infrastructure that might contribute towards the shaping overall investment climate of the country. A more effective system of property rights, a better quality of legal enforcement and state accountability can improve the market infrastructure within which economic agents can operate (La Porta et al., 1997; 1998) . The second hypothesis we test in this paper considers the importance for institutional quality in mitigating illicit capital outflow.
H2: Illicit capital outflow is lower in contexts with better institutional quality
Solutions to global problems might be better addressed by global institutions. However, this action can be facilitated by the improvement of institutional quality at the country level. In other words, country's Casson et al., 2010) indicate that the "institutional quality might cause poor countries and people to stay poor". Acemoglu (2001; cited in Cerra et al., 2008) argues that the poor institutions rather than poor macroeconomic policies are the main reason for the slow economic development. Institutions play a role in regulating the level and form of activities of the market players. Scott (2003; cited in Campbell, 2007) highlights that the institutions are necessary to ensure that organizations are responsive to the needs of other market players beside themselves. The importance of well-functioning institutions is reinforced by Campbell (2007) who suggests that in the absence of institutions regulating organizations' behavior, market participants are more likely to act irresponsibly.
According to North (1991) institutions are humanly devised constrains that has grown out of the need to minimize the uncertainty of exchange. Institutions create the incentive structure for the economy and indicate the directions of the economic growth of the country. Institutions participate in creation of the investment climate of the country, which forms the incentives structure for investors influencing the level of entrepreneurs in economy (Baumol, 1990) . Baumol (1990) emphasizes the role of policymaking in allocating the entrepreneurs between productive and unproductive activities and stimulating their supply into the market. Institutional accountability, for instance through the quality of the legal enforcement, is another key factor. A well-functioning legal system seems to mitigate the negative impact of the heavy regulatory and tax burden. A more accountable legal system guarantees higher probability of detection of illegal activities and as such encourages the entrepreneurs to follow the formal path (Dabla-Norris et al., 2006) .
The institutional quality is important to tackle the tax evasion problem. A well-functioning bureaucratic machine is important in its ability of tax collection. An effective tax collection system requires a bureaucratic apparatus to have the ability of contacting the potential tax payer and accessing the information about the level of his activities (Kenyon, 2007) . The tax collectors must not only be able to obtain necessary information about the activities of an organization, but they also have the ability and resources to detect possible abnormal transactions. It is emphasized that in order to be effective such apparatus requires professionally trained experts to assess the problems (Kenyon, 2007) . The importance of resources is reemphasized if the country needs to challenge MNCs in the international arena (Azemar, 2008) . This problem is especially evident in developing countries characterized by a lower availability of resources to dedicate in the tax collection process (Azermar, 2010).
The Context of Analysis
The 
Data, Variables and Estimation Framework
We use country-level data for the period 2004-2013 from Global Financial Integrity (GFI), World Bank
PricewaterhouseCoopers and OECD database for six East European countries including Belarus, Bulgaria, Hungary, Poland, Romania and Ukraine.
We model Illicit Capital Outflows as functions of institutional quality and corporate income tax level.
Following the literature we also control for some key macroeconomic indicators such including GDP, GDP per capita, inflation, exchange rate and foreign direct investments (Azemar, 2010; Chan & Chow, 1997) .
The measurement for the illicit capital outflows derives from the GFI, a non-profit international organization reporting on issues of illicit financial outflows in developing countries. Institutions create the incentive structure of the economy that evolves through time and which might lead to growth, stagnation or decline of the economy (North, 1991) . Over the recent years, an increasing attention has been devoting to the importance of good institutions in reducing illicit and amoral phenomena (Andriani, 2016; Andriani & Sabatini, 2015; Torgler, 2005) .
The variable
Institutional Quality is a composite indicator summing the score of five composite items from the World Bank Government including Voice and Accountability, Political Stability and Absence of Violence\Terrorism, Political Effectiveness, Regulatory Quality and Rule of Law. Table 1 shows that the correlations among these composite items is high ranging from 0.52 (between the item "political stability" and the item "voice and accountability") to 0.96 (between the item "rule of law" and "political effectiveness"). The correlations are all statistically significant at 1% statistical significant level.
"Voice and Accountability" captures the citizens' perception about the accountability of the democratic process in place in their respective country and electoral system.
"Political Stability and Absence of Violence\Terrorism" indicates the perception of the likelihood of political instability and/or politically-motivated violence, including terrorism. For instance, Zak (2006) emphasizes the importance the political stability in the investors' asset allocation decisions as predictor of capital flights. Reg. Quality 0.96*** 0.61*** 0.93*** 1.00
Rule of Law 0.89*** 0.75*** 0.96*** 0.95*** 1.00 *** p < 0.01.
"Political Effectiveness" reflects the perception about the effectiveness in formulating, implementing and then enforcing certain policies, as well as the effectiveness in providing public services, the degree of its civil service independence from political pressures.
"Regulatory Quality" reflects the perception about the ability of governments to formulate and implement sound policies and regulations that permit and promote private sector development.
"Rule of Law" captures the perception about the extent of the country legislative maturity. This indicates the strength and the stability of the legal system and in particular the quality of contract enforcement, property rights, the police, courts, as well as the likelihood of crime and violence. In this regard, Azemar (2010) highlights the importance of the "rule of law" as determinant of multinational income shifting.
The variable Tax Level derives from the PricewaterhouseCoopers and OECD database. Empirical evidence suggests that corporate tax level is taken in strong consideration from multinationals in asset allocation decisions (Clausing, 2003; Grubert & Mutti, 1991) .
As mentioned earlier the other control variables considered for our reduce form model are GDP, GDP to the attractiveness of the market for the potential entrants, macroeconomics instability, incentives towards transfer pricing manipulations and net investment inflows (Azemar, 2010; Grubert & Mutti, 1991; Hines & Rise, 1994; Chan & Chow, 1997) . All these indicators are derived from the World Bank Indicators database. Note. * p < 0.1, ** p < 0.05, *** p < 0.01; Standard errors in parenthesis. We use cluster-robust covariance estimator to deal with heteroskedasticity and non-equicorrelated errors over time, as in
Andriani (2014) and Cameron and Trivedi (2005) . The simple regressions follows a random effect estimation while the full model a fixed effect estimation Table 2 shows the summary statistics of our variables. The empirical analysis depicted in tables 3 aims to test our hypotheses. The bivariate regressions (Column I and II) are conducted on the basis of a random-effect panel estimations approach while the full model (Column III) on the basis of a fixed-effect panel estimations approach as suggested by the Hauseman Test conducted. In our empirical analysis, all variables, except for institutional quality, tax level are converted into natural logarithms.
Recalling the hypotheses H1 and H2 illicit capital outflow is expected to increase with tax level and to reduce with institutional quality.
The results in Table 3 level is significantly correlated to an increase in illicit capital outflow of 9.1%.
Conclusions
Empirical evidence supports the hypotheses that illicit capital outflow increases with tax level and reduces in contexts with higher institutional quality. Our results, however, require considerable caution especially due to the small sample size. We mitigate this problem by using cluster-robust covariance estimators to deal with heteroskedasticity and non-equicorrelated errors over time, as in Andriani (2014) and Cameron and Trivedi (2005) . Additionally, both bivariate and multivariate regressions seem to provide very similar findings. We strongly believe that our study should encourage a more consistent analysis focusing on developing and emerging economies. The use of data at the industry level along with macro data would conduct a more robust and sophisticated analysis able to capture the relationships between micro and macro dynamics, essentials for appropriate policy recommendations.
Nevertheless, in light of our empirical evidence, possible speculations can be expressed towards the importance of improving the institutional framework in the emerging economies and not only.
Illicit Capital Outflow has been at forefront of international agenda during recent years. Peter Gillespe (2012) estimates that every additional dollar in debt service means 29 cents less spending on public health and each $40,000 reduction in health expenditures translates into an additional infant death.
Curbing the ICO is essential in the process of raising development indicators and tax evasion accounts for substantial part of that problem. The case of tax avoidance by multinationals provoked public outrage and surfaced at the G8 meeting creating a platform for a multilateral dialog. One of the outcomes of the meeting was to stress the importance of combating illicit capital outflow by increasing international cooperation and bringing more transparency into trade. Enhanced international cooperation would encourage the exchange of information between the countries and reduce the information asymmetries existing between countries and multinationals. To this purpose, a strategy of more consistent coordination actions could improve international and domestic regulations. In fact, evidence points out that the offshore tax heavens are the final destination only for part of the funds, remaining ends up on the bank accounts of the developed countries (Gillespe, 2012). Institutional quality is one of the main instruments that can mitigate illicit flows. Improvements in institutional quality should be considered not only at the domestic level but also and consistently at the supranational one. The consolidated political effort should lead towards confrontation of the tax heavens as well as towards the enforcement of Tax Information Exchange Agreements (TIEAs) and mutual legal assistance treaties (Reuter, 2012, p. 284) .
